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(International Business Times) - The number of non-farm Jjobs diminished again in June as
expected according to the latest government figures, marking the sixth straight month of job
losses.
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The U 8. Department of Labor reported on Thursday that the economy lost 62,000 non-farm
jobs {ast month. It also revised downward May's job losses from 49,000 t0 62,000. The
unemployment rate was steady at 5.5 percent after jumping half a percentage point last
manth.

“Each additional month of job losses makes it more difficult to argue that the U.S. is notin a
recession,” said Lakshman Achuthan, managing director of the Economic Cycle Research

Institute. "To put it in perspective, we haven't seen four months of losses outside of a
recession.”

Employment kept falling in construction, manufacturing and employment services, the Labor
Department said. Health care and mining added jobs.

“The labor market, in the most positive spin, is that it's very soft if not weakening further,”
said Jay Bryson, Global Economist with Wachovia Corp.

Achuthan noted that other leading economic indicators including consumer confidence,
housing activity, credit conditions are pointing downward.

"Adl of these, these are drivers of the business cycle and they have vet to turn up.” he said.
"That's probably The most important thing. that tells Us that this downward trend is likely

extend.”
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CHART 1
No Second-Half Bounce
HOUSEHOLD NET WORTH
TO DISPOSABLE INCOME
Dropping
fast
HOUSEHOLD DEBT-SERVICE PAYMENTS
TO DISPOSABLE INCOME
o oo i B
VERY JNDESTED stieg
— —
JOBS PLENTIFUL LESS JOBS HARD TO GET”
gl
Feeds
;ﬁr\\ Like
i \/V/V U\‘\/d:'_cu/j ion |
REAL CONSUMER SPENDING
Bounce
weld be A
shont-Lived
@ BCA Research 2008
FUSR T T O N N O T O N T Y B

1088 1992 1396 2000 2004 2008

"SOURCE: THE CONFERENCE BOARD

TCL 514 4997

% of
Disp.
Inc.

600

550

450

% of
Disp.
inc

40

20

-40

Ann%
Chg

B OFAK 143430780 B e B0

%eof
Disp
Inc
12

Ann%
Chg
10

Ann
Chg
40

20

w

~

-

=

~

€a

CHART ¢
Consumer Retrenchment Underway
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prices, rather than a broad-based rise in prices
and wages.

Since the 1970s, BCA has used the analogy of a
tapering wedge to describe the world as it navi-
gated between an inflationary or deflationary
outcome. The wedge is now uncomfortably nar-
row, despite the overwhelming focus on rising in-
fiation in the financial community and press. The
banking system and housing market could push
the U.S. into a deflation, yet the consensus is fo-
cused on energy and food prices, transportation
costs, rising wages in China, etc. There is much
less focus on the potential deflationary risks if the
U.5. economy were to deteriorate significantly
turther and/or more financial accidents erupt.

To this end, the housing market is critical, and
here the news is bad, New home inventories have
eased this year, but inventories for existing
homes have soared to a record (Chart 1), as own-
ers are bailing out because of a negative equity
positrion“_hc_;r afebelng pusnljed"oUt by rising bor-
rowing rates or a lack of cr»‘e’”diw{“av{féilab'ilifyz Omi-
nously, some mortgage rates have recently risen
significantly. These rates need to fall in order to
help stabilize the housing market. Conventional _
mortgage rates have surged by 100 basis points
since the beginning of the year. Jurnbo mortgage
rates — to the extent they-are even being granted
- have soared to their highest level since 2000
(Chart 1). There has been no easing in mortgage
costs despite the slashing of the fed funds rate
(i.e. the Fed now faces another “conundrum”,
with rhonétary policy unable to provide relief to
the private sector, much as rate hikes in 2004-
2005 failed to have any effect on the housing
market during the bubble).

Since the bursting of the housing bubble,
homebuilder confidence has shown no sign of im-
proving, as confirmed by the rock-bottom read-
ings in the June Homebuilders survey (Chart 1).
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CHART 1
Housing Weakness To Continue
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Rising Rate Expectations: Premature Again
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and food prices. Interest rate expectations occa-
sionally rebounded during previous periods when
the economy was weak and the banking system
was under strain, but these proved brief and were

socon reversed (Chart 3).

In the short run, risk assets will stay under pres-
sure as a result of the deteriorating economic
backdrop, courtesy of the premature rebound in
interest rate expectations and punishingly high
energy/food prices. Nevertheless, as detailed in
the attached Special Report, we retain a mod-
estly positive outlook for most spread product

4~ yfa»m f/w CyCé‘
/)ZLIJII{? fg/u:l']/l/tfj /l/} 0/30'? 92@]0

relative to the Treasury index.! Valudtion is attrac-
tive in most sectors as a consequence of the gen-
erous liquidity premium still incorporated into
non-government bond spreads. Investors will re-
ceive the benefit of this premiurn because the
Fed will ultimately decide to stay on hold in order
to combat the disinflationary effect of the col-
lapse in house prices. We are less optimistic re-
garding the outiook for credit risk, as detaited

below.

' "The Qutlock for Spread Product Under Easy Money,”
U.5. Bond Strategy Special Report, June 23, 2008.

editor@BCAresearch com ® TEL 514 499.9550 ™ FAX 514 843.1743 ® www.BCAresearch.com Copyright @ 2008 BCA Research Inc. All Rights Reserved. Refer to last page
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The Fed is torn because it is compelled to keep
inflation expectations from rebounding in a lasting
fashion, yet is mindful that the housing market is
suffering its worst bout of deflation in the post-
WWI| period, which is threatening the banking
system. Meanwhile, most of the business sector is
suffering a squeeze from the boom in input costs
because of weak selling prices. We expect the de-
flationary impact from housing, banking, and con-
sumption to dominate over the next 6 to 12
months, which will allow inflation and inflation ex-

pectations to recede.
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The ISM non-manufacturing survey echoed the
inflation concerns prevalent in the manufacturing
survey, although non-manufacturers were consid-
erably more downbeat about demand. The new
orders index broke below the boom/bust line in
June, underscoring that final demand conditions
continue to weaken {Chart 13). Moreover, the em-
ployment index plunged back to levels consistent
with the 2001 recession. Respondents’ comments
once again focused primarily on high energy costs
and confirm that oil prices have hit a choke point
for final demand. Service sector companies are
also reporting a significant margin squeeze. Some
combination of lower energy prices and lower pri-
vate sector borrowing rates is necessary before
business optimism will sustainably improve.
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Will Earning
Show Spread
Of Malaise?

RACE YOURSELF for ani
other ugly earnings seasg
Wall Street didn’t see cor

ing.
Alcoa reports Tuesday,
launching an armada of second:
) quarter profit |
results. Staying
afloat will be a;
challenge. Wall|
Street analysts
estimate S&P

500 operating
By Mark earnings—in-
Gongloff come excluding

one-time itermns~

fell 11.5% in the

second quarter from a year ear-
Liex, the fourth straight negative
quarter. That’s the longest such
stretch since 2001-02.

Based on their track record, |
analysts likely underestimate
how bad earnings will be. In ey-
ery quarter so far in this down-
turn, they have slashed forecasts
as reporting season approached,
By the time it ended, those ex-
pectations were revealed as stil]
too optimistic.

That trend is in place for the
second quarter. When it began, |
on April Fools Day, analysts ex-
pected a 2% earnings decline.
Now that it’s over, they think

earnings fell 11.5%, If history is a °

guide, the final tally will iook a
good bit worse,

In analysts’ defense, the bulk
of the profit pain so far has been

inflicted by financials, mainly
through massive eruptions of
credit-related write-downs, the

size of which has blindsided ana- |

lysts,

“I would hate to cover these
industries,” says David Dropsey,
senior research analyst at Thom-
son Reuters, “The estimates are
virtually meaningless.”

One big difference between
this earnings recession and the

Expected vs. reported quarteriy
S&P 500 earnings growth,
year-over-year percentage change
Wixpected  Actual

3,0 Poan bo1g o2

one in 2001-02 has been how
well most sectors have held up.
In the profit downturn earlier
this decade, earnings in most
S&P industries quickly turned
negative. In this downturn, at
most only three or four have
been negative at any one time.

That eould mean the econ-
omy has effectively compartmen-
talized the damage in financials,
housing and autos, keeping the
whole ship afloat. Or it could
mean the pain has only just be-
gun to filter through.

Analysts seem to hold the ros-
ier view: They see earnings ris-
ing 13% in the third quarter and
59% in the fourth quarter,

These predictions assume
losses in the financial sector are
largely over. That may be asking
too much, given the continuing
pain in housing and credit mar-
kets. That doesn’t bode well for
compartmentalization, either.

“If banks are recapitalizing,
their ability to lend is con-
strained,” says Don Brownstein,
Chief Executive of Structured
Portfolio Management, a Stam-
ford, Conn., hedge fund specializ-
ing in mortgage-backed securi-
ties. “That eventually will filter
through to the economy.”

By some measures, it already
has. More than 55% of U.S. banks
tightened lending standards for
large and midsize companies in
the second quarter, according to
a recent Federal Reserve survey,
the highest since the first quar-
ter of 2001. In the two other in-
stances of such harsh tightening
since 1990, a steep profit decline
followed three quarters later,
notes Citigroup chief U.S, strate-
gist Tobias Levkovich.

Meanwhile, an energy-price
shoclk is threatening a recession.
And overseas economic growth
is slowing, putting at risk an ex-
port boom that has helped keep
earnings in most sectors posi-
tive.

Says Bank of America’s chief
market strategist Joseph Quin-
lan: “Disappointing guidance
from U.S. multinationals regard-
ing global earnings could be the
next shoe to drop.”
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The Bear's Back Now we hear “bear market” in July!
Barron's We first called it a bear in January!
7-July-2008 Bear Market headlines often signal a rally

(Barron's) - IT'S OFFICIAL: THE BEAR HAS ARRIVED. The Dow Jones Industrial Average
last week qualified for the widely accepted definition of a bear market of a 20% drop from the
highs. The good news is that once the decline reaches that arbitrary 20% mark, based con
history, the market has suffered most of its losses. The bad news is that the decline typically
drags on for some time, and time may be the worst enemy. Investors may initially try to grab
erstwhile highfiiers that have crashed and burned but rarely regain their former status. And
as the decline wears down investors’ psyches, they fend to bail out at the market's nadir,
when things look bleakest -- and when the greatest opporiunities present themselves.

Tne post-1940 average bear market (as defined by the Standard & Poor's 500 index)
produced a decline of 30.4% from a peak that took 386 days to reach its trough. according to
data compiled by Bespoke Investment Group. By the time the market was down the requisite
20%, the average bear market was 74% completed. Based on those averages, the bear
market would have another 118 days to run and would face losses of another 14% from
current levels.

Rarely does the market get a short, sharp shock, as in 1887, when the bear market lasted
just 101 days -- with most of the total damage of 22.51% done on Black Monday, Oct. 18.
The longest march downward was the 1973-74 decline, which took 830 days and sliced
48.2% off the S&P.

BUT BESPGKE DEFINES two separate bear markets following the bursting of the
technology bubble — an initial 356.77% drop from March 2000 to September 2001, punctuated
by a brief, post-9/11 recovery until the next decline of January-duly 2002 of 31.97%. In the
minds of most investors who suffered through that period, it was three long years of false
starts and frustration until the recovery really got under way, in March 2003.

Signs of bear-market fatigue already are becoming evident, Investors have yanked more
than $80.4 billion from domestic equity funds in the past 12 months, according to Investment
Company Institute data parsed by Bianco Research, Ovarseas funds drew $75.7 billion from
American mutual-fund investors, leaving a net equity fund outfiow of $4.7 billion.

Ablin, chief investment officer at Harris Private Bank. Even Warren Buffett isn't immune, with

What’s more, there have been few hiding places other than commodities, observes Jack A, /
Berkshire Hathaway ({ticker: BRKA) off 21% from its peak. {

The foreign stocks Americans have been flocking to lost nearly as much as U.S. equities,
despite help from the falling dollar. The MSCi EAFE, the benchmark for developed markets
outside the U.8., suffered a negative 10.58% total return in the first half, according to Bianco
Research, compared with a negative 11.91% for the S&P. Emerging markets were slightly
worse than the EAFE, with a negative 11.64% return, according to MSCI's measure. Even LO
the once hotter-than-hot China market has gone intc a deap-freeze; the iShares /5 MD
FTSE/Xinhua exchange-traded fund (FXI}, a popular way for Americans to play that market, QM ,[Arl,\/i§/

is down 43% from its high last October. Bonds other than Treasuries lost meney in the first

half, especially corporates, junk bonds and municipals. Meanwhiie, the Dow Jones-AIG M
Commodity Index returned 27.23% in the first six months of 2008. t lﬁbﬂvﬁﬁ ( g

Yet there's little prospect for relief in the near term, especially as the second-quarter garnings/ _ /2/5 /L/
reporting season is about to kick off. Despite its near 20% retreat, the S&P 500 remains too /U/)/)’ﬂ' [

high relative to prospective earnings, says Ablin. Even though analysts have slashed their (?6 /

2008 earnings forecasts to just 5.8% gains from 15% at the beginning of the year. he thinks . &(7
théy're Still foc ophimiatic. Based on his estimated profiz gains this vear of 3%. and an ﬁj\f‘) é

garnings yield (the inverse of the price-earnings multiple) equal o triple-B corporate bonds' //fo

6.8%, Ablin’s model indicates the S&P should shed another 5%.

W -f
1 e
But others see the current decline as another phase in a longer-term secular bear market. IM/V pfﬂ

"We are still in the super bear of 2000." asserts Jeremy Grantham, chairman of money .
manager GMO. In a bear market, stocks fall back to, or beiow, their long-term trend line. But ﬁz//b//g'p t

N FEDED T

, SO
hitp://'www.businesscycle.com/news/press/1 606/ /5 N = D !:7’/‘%6/2008
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